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The accumlated earnings tax is a device instituted by the Congress 
to prevent corporate shareholders from utilising the corporate form of 
business organisation to gain favorable personal tax rates by any or a 
combination of the following: (1) To acoumlate earnings te be with- 
drawm as dividends in retirement or other low ineone years of the share- 
holders, (2) to retain the earnings in the business and sell the stock 
at a price reflecting the gain which would be taxed at only capital 
gains rates, or (3) to retain the earnings until the sharcholder's 
death at which time only the estate tax would be imposed, 

The acewmlated eornings tax is thus a tax on earnings accumlated 
beyond the reasenable needs of the business including the reasonably antic- 
ipated needs of the businesa, The tax rate is 27) on the first $100,000 
of accumulated taxable ineome and 383% on the anount in excess of $100,000, 
The accumlated taxable income is the taxable income of the corporation 
after certain adjustments, The tax is not imposed on the corporate surplus, 
but rather is on the adjusted taxable income, 

This peper recounts some of the history behind the tax and examines 
in detail the changes in the 1954 Code affecting the scowmlated earnings 
tame Underlying reasons for the changes in the Code are given. Some of 
the inconsistencies present in this section of the Code and its interpre- 
tation are cited. Finally, a critical examination of the possibile economic 
effects of the Code is given, Certain areas, especially the area concerning 
what constitutes « "reasonable accumulation,” are somewhat Limited because 
of the extensive research previously done in this area. 


It is generally recognized that earnings aceumlated but not needed by 
the business are undesirable for three reasons, First, accumilated earnings 
are not subject to the individual income tax and thus may be realised by the 
shareholders through the favorable eapital gains tax or declared as dividends 
in a year favorable to the taxpayers This creates an inequitable situation 
in the view of the taxpayer outside of the capitel«supplying seetor of the 
economy who is unable to utilise the corporate structure es a devies for 
saving and is obliged te pay an immediate individual income tax on his inflow 
of funds. 

Secondly, because the tax system grants an incentive to retain earnings 
in a corporation, some eoonomists fear that in a period of « rising standard 
of living, the desire of individucls and/or business to save will exceed the 
desire of business. to invest and thus a recessionary force will be created. 

4 third reason that may be advanced in support of the accunalated earn- 
ings tex is that stockholders rarely have the chance to compare the rate of 
return earned on irvestments made from corporate retained earnings with 
those investments of similar risk available outside the business, Thus, 
this absence of 2 comparison creates the danger that economie resources may 
not be optimally allocated, 

The possible danger and inequity of corporations holding large amounts 
of idle funds is apparent, The author hopes to point out, howevers that if 
the law is too harshly interpreted or applied, the effects may be even more 
undesirable than those the law was designed to prevent. 


The development of the accumulated earnings tax has been closely related 
to that of the income tax. Prior to the Civil Wer there had been little need 
for the government to obtain revenue through internal taxes, because its 
needs wore usually well met by custome duties, The Civil War brought an 
urgent need for additional revenues and for the first times an incom tax wos 
imposed, This tax expired in 1872, but. approximately $376,000,000 was collected 
from the income tax low and its subsequent modifications," 

in 1894 another income tax measure was passed as a part of the Wilson- 
Gorman tariff, The ineome tax was held unconstitutional in May, 1695, by a 
fivesto~four decision of the Supreme Court. The grounds for the unconstitu- 
thonslity of the incone tax were that At was a direct tox and the Constitue 
tion required all direct taxes to be apportioned among the several states 
aevording to thelr population, An “excise tax” on corporations of 1% of 
corporate net income after a $5,000 exemption, was passed in 1909, This was 
held to be constitutions] by the U. S. Supreme Court, 

The Sixteenth Amendment te the Constitution was declared ratified by 
the states on February 25, 1915, and was as follows: 


The Congress shall have power to lay and collect taxes 
on incowos, from vhatever souress derived, without apportion 


Under the early tax efforts, the corporate earnings were taxed directly 
to the stockholders, excopt for a fow special corporations, The “exeise tax” 
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on corporations effected in 1909 was converted into 2 clear impost on corporate 
net income under the income tax bill of the Underwood-Simons Tariff of 1913, 
whieh was passed soon after the Sixteenth Amendment wes ratified, Dividend 
income was deductible for the individusl in computation ef the normal tax 

but not for the surtex, This ereated a situation in which it was beneficial 
for certain corporate shareholders to accumulate earnings in the business. 

The Revenue Act of 1913 provided a tax om the ineone of individuals 
“fraudulently” permitting profits to eccumlate beyond the nesds of the 
business.? The Kisner v, Macomber decision” determined the taxability of 
stock dividends, limiting income to the shareholders under the Sixteenth 
amendment, to insteness in which there was (1) a severance of corporate sssets, 
and/or (2) = change in the preexisting proportionate interests of the stock- 
holders, This Supreme Court decision raised doubts as to the eonstitutionality 
of the tex on unreasonably accumulated corporate earnings at the stockholder 
levels Consequently in 1921 the impact of the tax was trensferred from the 
stockholders to the corporation. 

The identity between the corporate and individual normal tax rate eon= 
tinued until 1917, although the tax rates were increased, The deductibility 
of dividend income continued until 1936, As the disparity between the corporate 
and individual income tex rates increased and the incone tax rate grew, the 
importanes of tho tax on unreasonable accumulations of surplus ineressed, 

The purpose of the Revenue Act of 1936 was viewed as follows: 


*Jenes Ke Hall, “The Taxation of Corporate Surplus Accumiations,* 
Joint Committee on the Eeonomie Report, 82nd Congress, 2nd 
(ileshingtont Us Sy Government Printing Office, 1952), pe % 
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MGtener ve Hacomber, 252 U.S, 189 (1920). 


The aceumlated earnings tax has varied throughout its existence both in 
percentage rate and in the retained ineome subject to the tax, Sinee 1941 the 
rates have been 271% on the first $100,000 of adjusted taxatile ineome, and 
384% on amounts above $100,000. 


INCIDENCE OF THE Tax 


The accumulated earnings tex developed because of the possibility of 
individuals using the corporate structure to acoumlate earnings, toxed at the 
corporate rate, which could be withdrawn in years fevorable to the owners’ own 
personal. income tax rates; or the stock could be sold at a price reflecting 
the acowwulation of earnings in which ease the increment would be texed at 
eapitel gains rate; or the earnings could acowmlate until the owner's death 
and the gain would be taxed only by the estate tox, 

The intent of the major stockholders and directors is very important. 

In the Gazette Publishing Company ease? the court stated this principle saying: 


The lew recognises the need of businesses to accumulate earnings for 
certain corporate purposes, but the objective of the law is to prevent 


Fiinass Ope Ghtes Pe 12%. 
Scosotte Publishing Sor Ve Self, 103 FeSupps 779 (1952). 


corporations from being used by their shareholders as a device to lower 


Under the 1959 Code, this provision of the law was by a “clear preponderance 
of the evadence.” In an effort to accomplish the objective of the law, the 
law 4s necessarily somewhat vague. It is a question of fact whether earnings 
accumulated are “reasonable” and whether the stockholder is using the corporate 
structure to avoid personal income taxes, “Because of the vagueness of the 
statute and the difficulties of determining ‘unreasonableness* of accumulation, 
the provision has been of greater significance as a threat to business firms 
than a8 an ectual penalty on firme which accwmlate for the purposes indieated.*® 
Indeed, “while theoretically these provisions constitute a ber to this type of 
activity, in fact their requirements oan be avoided to create affirmatively 
artificial investment end business arrangements designed principally, if not 
solely, to take advantage of the tox rate differentials, "? 

From a practical viewpoint, it is almost always in the smaller corpora~ 
tions that the personal interests of a few stockholders are influential. enough 
to control the dividend policy of the board of directors. In a widely held or 
public corporation, the interests of the stockholders are so diverse as to 
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make such o situation highly unlikely. 

Seant detail is available involving which corporations sre actually 
affected by the tax, The Internal Revenue Service customarily does not 
make putilic the information concerning the incidence of the tax, and a study 
of the litégated eases during the ten year period ending Decoxber Zl, 1989, 
(available from a report to Congress) would cover only two percent of the 
actual closings.” it is clear, though, that the corporation most Likely to 
be assessed this penalty tox is the small closely held corporations In the 
period 1938-1946, 79% of the eases involved corporations with fewer than 
five shareholders; 14 of the coses involved corporations with 510 share~ 
holders; 5e8%, corporations with 10-50 shareholders; .46, corporations with 
over 50 shareholders. In the parlod 19%0<1950, 54 of the cases involved 
manufacturing corporations; 18%, wholesale and retail corporations; and only 
7% involved finanee, insurance and real estate corporations, Im asset size, 
Nz} of these corporations had assets from $250,000 to $500,000; 10% had less 
than $100,000 in assets; and 5f had over $5,000,000," 


SIGNIFICANCE OF THE Tak 


The significance of the accumulated earnings tex must not be minimised, 
“If the tex is imposed, its cost may be pyramided because of the eumilative 


mature of on audit, Should « revenue agent assess a deficiency for a particular 


year, the very facts which made for the imposition in that year probably exist 


for other taxable yoars,"* if the statute of Limitations has been extended 
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robert 

ol Tacs See emma mani 
Mially Qo» Skies pPe 1154125. 
Wiclenany Ops Skies Pre 232i. 


by waivers, the cumlative nature of the tex imposition is magnified. in 
the Helvering v. National Grocery Coy ease,)3 the corporation was assessed 
a tax of $477,360.68 for one year, For « three year period, the taxpayer 
corporation in Helvering v» Chicago Stock Yards Co," peid $%,110,102.70. 
In ths period 1938-1949, the total proposed assessments under See, 102 were 
$205073,001 involving 919 tax years, Of these, 62f or $1449255,000 were final 
determinations, The Income Tax Unit closed 726 yoars with a record of 795. 
The Technical Staff closed 173 years with a record of 19%, and the Tax 
Court, getting the most difficult esses, closed 20 tox years with a record of 
2%15 These facts clearly indicate that 2 corporation potentially Liable for 
this tax cannot afford to ignore it, 

Qnee a corporation has been assessed the accumilated earnings tax, it is 
not only endangered by the fact that the condition probsbly existed in prior 
years, bat it is also more vulnerable in future tax yeara, ‘Thusy a corporation 
that has once been assessed the tax would be more imperiled by an acoumlation 
of earnings for a resson that has not been ruled upon by the courts or for a 
resson the propriety of which is unclear fron past court decisions, than a 
corporation which has never been assessed the tax, 

The accountant or financial officer in these corporations will be more 
inclined to expense questionable items rather than capitalize them. By decreas- 
ing the net income of the corporation, the retained earnings are correspondingly 
kept at a lower level, 

In addition, if the corporation is willing to pay dividends or ineresse 
dividends either vecause of the taxes of the main shareholders or otherwise, 


I uelvering ve National Grocery Gory 30% UsSe 252 (1938), 
Muelvering Ve Chicago Stoo Yaris Cory 318 Ue. 693 (1943). 
Iialls go> Sikes pe 113. 


it would appear more likely that the officers might approve a capital expend- 
iture even though it earned an inadequate rate of return, simply because it 
drained the available funds, They might further be forced to choose an 
unattractive investment simply because it was in their present line of business 
and investments outside the company"s line of business, even though indicating a 
better rate of return, would not necessarily qualify as a “reasonable accumula- 
tion," The courts have in many cases refused to accept as a justifiable accum-~- 
lation funds that were used to expand into new lines of business, while an 
expansion of the present line of business is acceptable. This will be discussed 
fully in a later section, 

In fact, as the situation now exists, “the primary consideration in deter~ 
wining the course of conduct is the effect upon tax liabilities, Officers, 
accountants, attorneys, experts devote their days to tax computations "if we do’ 
and tax computations ‘if we don"t." And heavy, heavy hangs over the head of 
him who fails to be governed by tax consequences, Sound business policy can 
be given little or no consideration,""© 

The contradiction existing in the accumulated earnings tax is apparent: 

+ « « The government has been an ardent crusader for the 
establishment of the principle that tax considerations should 

not be the sole and motivating force for the adoption of a 

particular course of business conduct. 

Yet now we find the government advocating and enacting 

a tax which has for its avowed purpose, the adoption of a 

course of business conduct--i.e., the distribution of corporate 

eernings-=in order to avoid the imposition of the tax.t7 

4n almost ever-present problem of small corporations is that of financing. 
The mortality rate among new businesses is high, The risk is increased as the 


6x1 sworth C. Alvord, “The Taxation of Undistributed Profits from 
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small business is forced to extend debt financing. The inability of the 
small corporation to obtain outside equity capital or the umvillingness of 
its owmers to dilute their equity forces a dependence on retained earnings. 
By limiting the expansion possibile through retained earnings, the growth 
potential of the small corporstion is stunted, J. Keith Butters and John 
Lintner summarized the experience of companies seeking outside capital in 


—————— 


es cn'desd an tho ereesttians off cenmaihan Rata: 
is concerned, it appears: 


(a) That a substantial demand for capitel on the part of small 
companies has gone unfilled; 


(%) That small companies are at a severe competitive disadvan- 
SS ne ee 
a, § 


(ec) That the disadvantage confronting small firms is in large 
part the result of circumstances that cannot be altered, 
such as the greater risks confronting small companies; 


0) ae he Cpeteennets seats Se ae 
times of business depression and market 
Se en cae ahactie toa PEE ek Gi 
are optimistic; and 
5) es be arate Ss oaks Tae large corporations have been 
ble to raise new capital on, gelatively favorable torus at 
seat sinee the late 1930's.+ 
It is, thus, well recognised that the small or medium sized corporation 
faces problems in financing new ventures not common to larger eorporations. 
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The situation of the small corporation regarding the acquisition of out- 
side capital was reeognised by the government: 


diary loans to business for covering capital needs, All corpora- 

tions find it much simpler and cheaper to expand by the use 

reinvested earnings than by the issuance of new securities. 

Beoncmists sometimes justify the accumulated earnings tax on the basis that 
if corporate and/or personal savings excsed business investment, a recessionary 
force is created, The need for income tax revenue and equity considerations 
are also underlying supports of the scewnulated earnings tax, This does not, 
however, justify why investment in new fields of business is usually viewed 
aS an unreasonable accumlation. One expert in the tax field questioned the 
soundness of the economic thought behind this tax law saying: 

At least as far beck as the time of Adam Smith, it wes sound 
economic thinking to believe that capital automatically flowed to 


(which already have been taxed once) could not be transferred 

ee ae ee Ah a ee 

Although most public corporations can properly be viewed as not adjusting 
their dividend declarations to the personal benefit of a few stockholders, it 
is unclear why corporate saving or accumulations of funds at a larger level is 
any less harmful to the economy than those by the smaller corporation, Yet, 
26 a practical matter, the public corporation with fairly widespread owmer- 
ship is safe from the tax, 


Wisrold Me Groves Eeonomie Progress (New York: 
NeGrawelill Book Company, ak, Zapgtien sat 
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it might also be questioned whether or not retsined earnings and to a 
certain extent secumulations of funds are inherently beads Susinesses are not 
guaranteed a profit and o margin of safety might prove to exemplify sound 
planninge 

During the depression years, the accumilated earnings of businesses 
enabled them to continue dividend payments to their stockholders, Had these 
corporations been unable to continue dividend payments to their investors, the 
etonomie situation would have been worsened. Secretary of Labor, Frances 
Perkins, wrote: 

analysis reveale that the plans used protect investment 


While corporations necessarily need exsh to pay dividends, most states 
alse limit dividends to retained esrmings., Permitting corporations to sccumulate 
retained earnings against possible adverse economic conditions, could conceivably 
prove farsighted and usually necessary for a sound, well-balanced capital strue~ 
ture. 

From this basis, it is possible to question the long rm effects of a law 
which makes it difficult for « small corporation to accumilate earnings. 

This construction does not permit the small corporation te 

acounulate funds for future expansion, for diversification, 

or even for replacement, unless it can be established that 

such plans were definite in the taxable year, a 


such corporations at a disadvantage with publicly 
corporations, is unsound as a matter of good corporate 


ae Perkins, Peoule st ork (New York: John Day Cosy 1934), 
Pe 


Sven if a corporation hes no need for profits secumlated in a partic- 
ular year for inmediate investment, the corporation must depend on profits 
earned in subsequent years--which are uncertain in fect and in anounte=to 
provide for any unplanned expansion or the uncertain outside capital market. 

It 4s conesivable that a corporation might be vulnerable to the tax, 
and the officers of the corporation inadvertently unaware of the fect. This 
situation could result from the fact that acowmlated earnings for tax purposes 
may exeeed book earnings. 

Part of the tax earnings may have been transferred to 


accounting 
may have resulted in charging off, for book purposes, per~ 
tain items which are not deductible for tax purposes, 


4n example of this would be purchased good will. A corporation, whese officers 
are unavare of these possibilities, might find itself suddenly and unexpectedly 
Liable for the Sec, 531 penalty tax. 


m. Rudolf Peterson and George W, Beatty, “Preventive Action 


to Avoid 531 Penalty: Recognition of Problem, Possible Kemedies,” 
Sournal, of dexation, xX (March, 196%), 134. 
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EFFECTS O8 THE GOVERNMENT 


The a¢eummlated earnings tax has several favorable revenue effects for the 
government. It provides (1) an increase in personal income taxes from increases 
in dividend distributions, (2) an inerease from the accumulated earnings tax 
itself, (3) the additional dividends decrease the amount to be realized through 
the lower capital gains rete, and (4%) a savings of interest to the government 
is effected by obtaining the revenue now instead of at « later date,”? 

The aceumleted earnings tax has increased in importance in recent years 
for several reasons: ‘The continued economic prosperity has leaded up the 
balance sheets of closely held corporations with liquid surplus esrnings; 
government victories regarding this tax have been encouraging in the Tax Courts26 
and See, 531 enforcement has been viewed os having “an especially high revenue 
potential per dollar of audit expenditure as Section $31 deficiency assessments 
are individually relatively large » « + amd « + « such enforcement activity 
tends to be stimlative of large dividend distributions by close corporations. « « 
For the individual assessing agent, the 531 penalty may be more personally 
satisfying to assess because it involves a seperate tex rather than a mere 
transfer of income or expense from one tax year to the next.”° 
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THE DERIVATION OF THE PRESENT LAW 


Present law stems from Section 102 of the 1939 Internal Revenue Code, 
The provisions relating to corporations improperly accumulating surplus are 
consolidated under Subchapter G in the 19S! Code. Under the 195% Code, the 
tax rates remain the same as they were under the 1999 Code, 273% on the first 
$100,000 of “acewmlated taxable income" and 363% on amounts oxeeeding $100,000, 
A corporation is lishle for the tax under Sec. 531 when it is formed or availed 
of to prevent the imposition of the income tax on its shareholders,”? 


1) Saher seein’ ciepeettnaty the burden of proof is shifted 
the Secretary of the Treasury or to his delegate. 


(3) 4n accumilated earnings credit is now allowed, 
(4) Provisions for the computation of the tax are simplified, 
(5) Dividento raid ty the 15th day of the thind menth following 


of the tax year are considered paid on the last 
ies of tes eet Ge pers 
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The changes in the Code were brought about by Congress in an attempt to 
correct some of the inequities of the 1939 Code and to provide some measure 
of protection for the small texpayer, the new tax w,8 to apply only to that 
portion of earnings unreasonably accumulated; the reasonably anticipated 
needs of the business were to be included in consideration of what constituted 
the reasonable needs of the business, thus eliminating the “immediacy test," 
In order to mininine Litigation expense, the taxpayer was provided with a 
means of shifting the burden of proof, However, ae will be diseussed later, 
the tax, es it is administered, is still distasteful to businessmen. Some 
problems of the 1939 Code wore mitigated and some wore not, In fact, some of 
the intended reliefs were trensformed inte problems! 

( among the reasons for the revision in the secumlated earings tax 
annotated by the Senate Comittee wore: 


The poor record of Governsent in the litigated cases in this 
area indicates that deficiencies been asserted in many cases 
which were not. ly sereened or anelysed. At the same tine 


The Senate Finanee Comittee speaks of the small taxpayers because, a8 indie 
seted previously, the burden of the tax falls on the relatively small closed 
corporation, However, publicly held corporations*~ ware purposely included, 


Tis Sey Congress, Senate, 83rd Congss 2nd SeBeey 195% Rorte 16225 pe Ms 


324 publicly held corporation 4s one whieh has more then 1500 
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Under the provision of the bill submitted by the Ways and Means Committee of 
the House, s publicly held corporation is specifically exempted, The fact 

that this section of the House version wat eliminated by the Senate Finance 
Committee is remindful that publie corporations can be potentially liable 

for the See, 53. tax.79 

Trieo Products Corporation is the only publicly held corporation subjected 
te the tex te dete, Although there wore approximately 2,200 shareholders, a 
small group held 75% of the stock, In a series of suits Trico Products was 
assessed $7,922,0%2472 plus interest for a period of twelve years, Minority 
stockholders instituted « derivative suit against the directors, In a settle~ 
nent the directors personally agreed to pay the corporation $2,390,000. the 
possibility of persons} liability for an error causing loss to the corporation 
has magnified the importance of the accumulated surplus tex to corporate direce 
tors, Trie¢o Products Corporation was admittedly in an unusual situation, but 
this series of cases emphasizes emphatically that publicly held corporations 
are not necessarily exempt. 

“Although there has thus far been only one litigated ease involving a 
publicly held corporation, it is no seeret to the initiated that See. 531 
questions have been raised by examining Agents in connection with the audits of 
& number of such companies,"2> The possibility of government abuse of the tax 
4s still present es indicated by a tax practitioner who wrote: 

Ae eats’ {ntne Las man $0 shah the ettttule of dapat 
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inconsistent with the somcalled "quality* eudits ordered 
by the Commissioner, but the of a few tex men 
indicates existence of this situation anong 


The 1954 Code alleviated part of the problems noted by the Senate Finance 
Committee, but it quite obviously did not eliminate all of them. 

The 195% Code did solve some of the inequities of the 1939 Code, 

The statute provided expressly that the reasonable needs of the business 
ineluded the “reasonably anticipated" needs of the business, This success+ 
fully eliminated the “inmediacy test" the courts hed invented in their 
interpretation of the 1939 Code, Under this test, “some courts felt that 
insemuch as the plan could not be consummated for a number of years, there 
War no reason for retention in the taxable year; there was still plenty 
of tine to accumilate earnings before the expenditure could be nate,"9 
The relevaney of time is not eliminated completely, but it is super~ 

seded in importance by the certainty and the conelusiveness of the corpora- 
tion's plans. 

Corporations, which decided the amount of the dividends they wished 
to pay after the determination of the final net income for the year, or 
corporations whose income was significantly affected by the besiness of 
the last month of the year, were greatly assisted by the new provision 
extending the dividend payment period 23 month. 

The 1954 Code set a minimum of $60,000 that mst be acoumlated before 
the corcoration was liable for the tax-«whether the earnings accumulated were 
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wnreasonable or not. During 1958, the minimum credit was raised to its 
present level of $100,000, 

The sceumilated carnings credit was aimed to eliminate the inoquity 
caused a corporation when, under See, 102, the accumulated earnings tax was 
applied on al] accumulated income, although only a portion of it was unreasonably 
accumulated, Under the 1954 Code the tax is automatically limited te the amount 
unreasonably accumulated, This naturally leads to the question of whet is a 
reasonable accumulation, and this part of the law is still not precise. The 
facts in each case vary, but there are some general guides both from the Hegu- 
lations and ease history, Some relevant cases and the Regulations concerning 
this matter will be discussed in a later section. 

Under the 1939 Code, « corporation had to disprove the Commissioner's 
contention that the corporation was improperly acewmlating surplus. Under the 
prosent law, this is not necessorily so. if the corporation pays the deficiency 
and sues for recovery, it still must sustain the burden of proof. If the prom 
ceedings are brought before the Tax Court, however, the taxpayer corporation 
may be able to shift the burden of proof to the government, The burden of 
proof rests with the government if (a) the taxpayer failed to receive a 90 day 
proposed deficiency notice concerning the accusilated earnings tax, or (b) the 
taxpayer returned the statement within thirty days with grounds supported by 
faete justifying the accumilation of earnings, If the taxpsyer corporation 
does not support its grounds with sufficient facts or if it dees not subsit a 
statement, the burden of proof still rests with the taxpayers 

The Senate Comittee ehanged the seetion concerning the magnitude of facts 
required in the taxpayer's statement from the form submitted by the Houses 


"Facts sufficient to apprise the Secretary or his delegate of the basis 
thereof” to the supposedly less rigid “faets sufficient to show the basis 
therect.*3° ot surprisingly, this passege in the bill is still nebulous and 
open to question, 

The Regulations contsin guides a8 to what will be considered reasonable 
and unressonable acowmulations, Rege 1,537«2 (b) cites the following as 
examples of reasonable accumulations: (1) To provide for bona fide expansion 
of business or replacement of plants (2) Te eequire a business enterprise 
through purchasing stock or assets; (3) To provide for the retirement of bona 
fide indebtedness created in connection with the business; (4) To provide 
necessary working capitals (5) To provide for investments or loans to suppliers 
or customers if necessary in order to maintain the business of the taxpayer 
corporations Ho “rules of thumb" have proved wore than a very general. and 
vague guide, It appeared at one time as if the amount of cash necessary to 
_ meet one year's operating expenses might become an acceptable guide developed 
from the Goodman Furniture ease, but subsequent cases have disproved this, 

Under the Je Ly Goodman Furniture Co. ease,” the court permitted the 
retention of cash to cover one yoar*s operating expenses saying, "The evidence 
shows a large amount of cash was necessary in order te operate the business . . » 
There was a reasonatile necessity for sufficient capital to nest operating 
expenses for at least one year." In a footnote to the F, By Watkins Motor 
Co» casey” the Tax Court strengthened this position by referring to the Good- 
Han 286 Saying: “This court has consistently held that the accumlation of 
funds to moet operation expenses for at least 1 year is reasonable,” 


Weenate Bevte L622, ou» Sites pe Tle 
Wie Ly Goodman Burniture Cosy 11 TC 530 (1948). 
“Op, By Matking Hotor Sosy 3 TC 288 (2959). 
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The fact that this “rule of thunb" is not impregnate is illustrated by 
the Dixiey Ine. case." in this ease the court emphasized that the type of 
business and the particular situation of the taxpayer at the tine would 
have greater importance, It said, “fhe rule of thunb so stated may be one 
proper for aduinistrative convenience but should rise to no higher level, 

The search must always be concerned with the needs of the particular business 
as they existed during the particular year.” It is under this, perhaps nore 
logical, point of view the court now operates, From the taxpayer's point of 
view, it 4s less desirable because it is less definite, but it appears wmlikely 


to change. 
Rege 145372 (¢) provides examples of what will be considered by the 
Commissioner as unreasonable accumilations: (1) Loans to shareholders or 


expenditures of corporate funds for the benefit of the shareholders; (2) Loans 
te shareholders’ friends or relatives or other persons having no reasonable 
relation to the business; (3) Loans to another corporations the business of 
which is not that of the taxpayer corporation, if the eapitel stock of the 
other corporation is owed directly or indirectly by the shareholders of the 
taxpayer corporation and they are in control of beth corporations; (4%) Invest- 
nents in property or securities not related to the business activities of the 
corporation; (5) The retention of earnings end profits to provide against un~ 
realistic or generalized hasards. 

The Senate Comittee further provided that: 


and 
Seine Gamidietahy tn tte Coheiag Ge ten ee Gain 
indication thet future needs of the business require such 


“Apsxiey Ings 277 P24 $26 (1960), aff'a ML TC 45. 


Senate Committee reported: 


COMPULATION OF THE TAX 

| 

| tn the computation of the tax under Sos 531 of the 199 Godoy table 
incone is sixdlar to “undistributed See, 102 net income” under the 1939 Code. 
The taxable income is adjusted as foliows: 

(1) The net operating loss deduction is added back; 

(2) The capital loss carryover i added back; 

(3) the deduetion for dividends received is added back 


(4%) The excess of the charitable deduction allowed on the return 
over the amount actuclly paid during the year is added back; 


"senate Route 1622» gue Sites prs 317-318. 
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(5) The excess pemapedninmay rey alee pegll mal wpe 
the tax year over the charitehle eontribations 


subtracted, 

(6) Federal income tax is subtracted; 

(7) emans menenttne ae taxes of a foreign 
potagenn Benad S. possession Fan Ge teotan tae enedtts 


(8) A disallowed net capital loss is subtracted. 

OP Septal Teac (Etgerd al ES godfcagfhenndaonk mma 

reduced by the taxes attributatile to the excess is subtracted, 

Under the 1939 Codey a corporation could not take income and similar taxes 
of foreign countries and of UJ, S, possessions ag credits against its federal 
income tax, and use them in computing its Section 102 tex, If it used then as 
a credit against its federal income taxes, it could use thom neither as a 
deduction nor as a eredit in the computation of its Section 102 tax, After 
the computation of adjusted taxable income by way of the ubove edjustaents to 
taxable income, the dividends paid deduction and the aecumilated earnings erodit 
are computed. 

A new provision concerning the dividends paid deduction in the 195% Code 
requires dividends paid after the close of a tax year but on or before the 15th 
day of the third month of the following year to be included in the dividends 
paid figure,/ Thus, dividends paid during the tax your, dividends paid within 
2b meatthe efter they Geen ef the tax yous, ant examen dtvtéantell ‘ese Getnsted 
for adjusted taxable income. 

The acewmlated earnings credit was designed as « relicf feature so that 
the tax on acowmlated earnings would apply only te the amount unreasonably 


“hsturally, the dividends in this two and one half month period are not 
deductible the following year. 


setae cseetusoate Se Sreetie <t cuh Sea te exertion Sn te 
shareholder does not take plsese The shareholder ogrees to be taxed 
bo had woasived the dishduct ont SomsGlately vetwveness 40 te the mane, 
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accumulated, Previously under See. 102 of the 1939 Codey slthough only part 
of the earnings were unreasonably acewmilated, the tax was based on all of 
the year's retained income, 

Also, under See, 102 (¢) of the 1999 Code, if the taxpayer acewmlated 
reasonable earnings in the business««and the needs of the business and the 
desire to avoid personal income taxes were comdeterminativeesthen the taxpayer 
was still lisble for the tax, providing this could be proven, Under See, 53), 
the accumulated earnings credit protects the earnings required by the business, 
and thus in the instanee cited, the taxpayer would owe mo penalty tax. 

The credit is figured os the greater of (1) The earnings end profits of 
the tax year retained for the reasonable needs of the business, less: (the 
excess of the net long-term capital gain over the net short~torm capital loss 
computed without any capital lose carryover) minus (the capital gains tax), or 
(2) $100,090 less (accumulated earnings and profits at the ond of the preceding 
tax year reduced by dividends paid during the first 2} months of the tax year). 

The dividends paid deduction and the sceumlated earnings credit are sub- 
tracted from adjusted taxable income leaving the accumlated income. This is 
the figure to which the tax rates are applied, 


PROBLEMS IN THE 195% Cope 


The aims of Congress, te eliminate certain inequities and to provide relief 
in other areas, have been in some cases thwarted, in this writer's opinion, one 
of the major inequities under the 1954 Code concerns the interpretation given 
Set, 53% by the Tox Court, This provision of the Code concerns the shifting of 
the burden of proof from the taxpayer to the Commissioners This provision is 
Unique in tax law, 26 in all other areas, tho burden of proof is on the taxpayer, 
The legislative intent is expressed in the comuittee reports, as previously 
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cited, In addition, the Congress passed a law” making the burden of proof 

rule applicable to ell Tax Court esses arising under See, 102 which are tried 

on the merits after August 11, 1955, a8 well as to esses arising under See, 531. 
As the situation exists, 


: 
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find themselves impaled on the horns of 

not to comply with the requirements of Section 534, ond whether 
fhe Suparent sdvantage to the, taxpayer found therein 
in fact a real, disadventage. 


How has this situation come about which is contrary to legislative intent? 
The Commissioner's approach hes beon that the taxpayer 4s still subject to the 
ultimate burden of proof, despite Section 53%.- Substential support has been 
forthcoming from the Tax Court on this position, 


enforceability appears to depend largely on the extent to which 
taxpayers are compelled » « » to carry the burden of proof, 


The Tex Court in many cases refuses to rule in advance as to who has to 
carry the burden of proof, Although the overvhelming najority of statensnts 
filed under Section 102 and Section S3ly to which Section 534 is applicable, 
have set forth faets woll beyond that required by the statute, the Commissioner 
has consistently denied the sufficioney of the grounds and the adequacy of the 
facts set forth in the taxpayer's Section 534 statemente.”? 


“Spubs Jee 2625 Sth Conges let Seess, Sees 4. 


4? Jones Ke "The Accumulated Barnings Tax," 
XXIVIIE (Noventor, 1960). 855. Toxy" Tayes~—The Tox Magazine, 


*Srutdes pe 852. 


By Barker, “Penalty Tax Corporations Improperly Accumulating 
Surplus," Tamee—the Tax’ Haceaines XAXV (Docenber, 1957)» 940-951. 


by his answer, denying the sufficiency of the statement but in 
the alterns: pleading on the issue of reasonable 
accumulation business needs, has the determination to 
the Tax Court. 

The effect of the actions of the Tax Court is to 
«os make depend on the soeeslled ‘ultinate issue," 
Vite, the ted purpose of dividend 


Three major reasons have been subedtted as to why the Tax Court has failed 
to rule on motions of who bears the burden of proof before a trial, These 
reasons ate presented with coments as follows1>* 


The Tax Court by refusing to rule in advanes in many esees is in a “seomingly 
unsupportable position, and one which as a practical matter, is enormously unfair 


Pyeides pe Ile 


Sdavid Altman, “Reeont Litigation Shows 531 Cases Can Be Won Despite Growing 
Pressure by the IeReSeg" Jounal, of Taxation, XK (Marchy 1964), 130. 


Barker, Ope Sites Pe 952. 
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to the taxpayer « + » the taxpayer is deprived of the benefit of the burden 
shift in its preparation for triel.®°? This practice hes an adverse effect 
on administrative and pre«trisl settlements as well as on the taxpayer's 
litigating position at the trial itself. 

Also to be considered is the fact that legal expenses will not be lessened 
in many eases, 28 Congress intended, by the Goverment bearing the burden of 
proof. 4s the law is presently interpreted, the taxpayer's counsel must prepare 
to carry the burden of proof, When the decision that the Commissioner bears the 
burden of proof is postponed until the ease is decided on its merits or probably 
when the decision is not made until just before the trial, the extensiveness 
of preparation by the counsel is not decreased, Therefore, any possibility of 
decreased legal expenses is virtually nil. 

One writer in commenting on the reason for the Tax Court's behavior says: 


The judges hearing pretrial motions have candidly sdmitted that 
the statute (53+) ie novel to them and that they are not sure 


g 
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bility depended upon the presences or absence of interdicted purpose, and that 
the burden of proof is on the taxpayer except with respect to whether the 
retained earnings exesed the reasonable needs of the business, 

The Court sidesteps the issue in the Kerr-Cochrany Ine, exse.9? The tax~ 
payer listed nine grounds for accumlation of earnings and no facts were given 
to support one of these grounds, liven in the judgment the Court did not rule 
on the sufficiency of the facts supporting the remaining eight grounds saying, 
"It is wnnecessary for us to decides since, assuxing that the burden of proof 
has been shifted to the respondent, he has successfully met this burden," 

The burden of proof issue is an important one because at trial, if each 
party rests without producing proof, the party having the ultimate evidentiary 
burden fails, Assuming the corporation has the burden of proof, it ost ini- 
tially proceed or fail. By attempting to take advantage of this “relief* 
portion of the statute, the corporation could conceivably be in a worse position 
than if it hed not. This would be the effect of revealing all the fects it 
based its case on to its opponent before the trial, and still having to carry 
the burden of proof, 

Legislative intent is clear in the House Report which stated: 

The Senate amendment provided that the shift in the burden of 


proof under section 53 from the taxpayer to the Government 
applied not only in determining whether the earnings and profits 


WierpaCociwan, Ings, 30 TC 69, dismissed (January 21, 1960). 


Relatively recently, the Court of Appeals has retuffed the Tex Court and 
thus forced it to pay more than lip service to Section 57. 


WHAT CONSTITUTES A REASONABLE ACCUMULATIGCN 


Another section of the Code which is difficult to comprehend is what will 
be considered a reasonable scewnlation. There is no objective standard to 
apply to the corporstion*s proposed aceumilations, and if their reasons are 
found insufficient, it is too late te correct the situation, as the tax year 
Will be long past, Under the 1939 Codey the penalty could be possibly antic~ 
ipated by applying Treesury Decision 4914 issued in 1939, by which revenue 
personnel determined whether Section 102 was applicables any of the five 
conditions would indicate unreasonable accumletion of earnings by « corporae 
tion, 


Ot oe Eareitane which have not disteibuted at lesst 70 percent 
their earnings as taxshle dividends, 


(2) Corporations wideh have invested earnings in securities or 
other properties unrelated to their normal business activities, 


(3) porrerations which have advaneed suns to officers or share= 
holders in the form of loans out of undistributed profits or 
surplus from which taxable dividends might ve been declared, 


have 
() Corporationss « majority of whose stock is is hela by a family 
small group of individuals, trust or 
rier Ge eed ef ook — 


(5) Grspenstionsy the dletetinctions of whiths while exoseding 70 
of their earnings, appear to be inadequate when 
louiauel $s eumatiet Sl’ te Seca ee 


— Sey Congress, House, 83rd Congsy 2nd Sosse, 195! Rents 2 


the 
with sceumlations of cash or other quick assets whieh 
appear to be beyond the reasonable needs of the business. 


The Senate Finance Committee objected to this practice saying, “Some of 
the standards informally employed in the past, such as distribution of 70 
percent of earnings have been erroneous or irrelevant."9? This eriticien was 
warranted because certsinly 70 percent was no magical percentage; some corpora- 
tions could not afford to distribute any of their earnings, and a rigid standard 
fails to take this into account. 

Criticism has been leveled at the Courts and the Comnissioner for substi- 
tuting their own judgment for that of the businessman in what justifies an 
acowmlation of earnings, 


When ancther corporation advaneed the justification that earnings were 
retained against the hazardous nature of the business, the court said in regard 
to this specific reason, “We are not impressed . » » After all, Defiance had 
survived whatever business hazards there were for a good many years . » .* 
In another case when the corporation wanted te hold funds of subsidiaries to 
coneeal the funds from creditors and landlords, the Court said, “Even 4f it 


Peenate Revert lor USZ2» 22» Sites ve 9s 
Pirtnany 9p» Shier pe 13s 
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were admitted that there was a positive plan to convey in fraud of certain 
creditors, purpose to evade surtax would not follow."62 

In a recent case involving Ted Bates & Coss? an advertising agency, 
although Bates took the proper steps, Tex Court Judge William M, Fay 
reserved decision on who hed the burden of proof, The question at hand was 
how lerge the working capital of the company should be, and whether or not 
their plans for foreign operations were definites It is quite obviously 
aiffievlt for a company to prove the amount of working eapital necessary in 
their business when the clirewnstanees of any company are individualistic and 
not completely comparable with even another company in the same industry, 
4 business publication leveled this criticiem: “The only real asset a service 
company has~=besides cash in the bank««is brainpower, Now, in a very broad 
sense, the Internal Revenue Service is telling brainpower companies that the 
cash isn't necessary."6* In a company such as this prominent advertising 
ageney, or for that matter any service company, wealth does not lie in their 
inventory and fixed assets, but rather in the quality of their persomel, 
In the case of « firm in this situation, their liquid reserves are their only 
protection against business adversities. 

Regs Sets 1+537~1 (a) “apparently results from Congressional eriticisn 
leveled at the Service that, in absence of adequate guidances, revenue agents 
in examining cases had applied their individual concepts as to business needs."©5 


Sporavare Terminal, Gorney 40 BTA 1180 (1939). 
$3, Bates & Cory 2% TCH 1946 (1965). 


‘. tice Brainpower Require Capital,” Business Week (Decouber 12, 1964), 


SSidward Ny Delaney, “What is *heeumilation tien Deyend Ressonahle Reede* of the 
Business,“ Taxee~eTbe Lax Macazines XXKiX (May, 1961), 408, 
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This regulation is at least a small meesure of protection for the corporations 
it states: 


an scoumiathon sf he come (including the 
undistributed earnings and profits ae see, oe Se nee 


that a prudent businessman would consider secomanabe tu te 
Late” CC 

There is, of course, always the question of what the nonexistent “prudent 
businessmen* would do if he were in the taxpayer's eireunstances since he ien*t 
available to be questioned. 

The absence of loans to stockholders or directors is an important factor 
considered by the courts in determining whether or not a company can afford to 
distribute dividends, The court reasons that if a corporation can afford te 
make loans te its stockholders (and be deprived of the funds) it ean afford te 
@istribute the funds in dividends, Also, if the stockholders utilize the funds 
a8 a loan, they are not paying income tax on them, The presence of stockholder 
loans is almost considered prima facie evidence of a purpose te avoid ineone 
tax by the stockholders, In the ease of Cecil By Delile, the absence of 
stockholder loans was referred to by the Courts in its decision for the tax- 
payers In the companion ease of William C, DeMille Productions, Ine,°? where 
there were loans to stockholders, the penalty tax was sustained. 

The Courts did not look upon stockholder loans adversely in the ease of 
California Motor Transport Cos, Ltds®® because the stockholder used the funds 
te acquire assets for the corporation which, because of state regulations, it 
could not acquire for itself imnedistely. 


cect), By Detidle, 90 F.2d 12 (1937), aff'd 3 Bra 1161, 
rrian Sy DeWi320 Eroductionss Ingsy 3 BIA 826 (199%). 
“catsformis Yotor Transport Sosy itdes 2 TH 97% (1943). 


In the ease, Weon Engineering Cos? the Court held thet there is no 
objection to expanding through retained earnings instead of debt or increased 
capitalization. However, the ploughing beck must be into the corporate enter~ 
prise and not other fields.”? In Gasette Publishing Go. v. Self?) it was held: 
"This court knows of no line of guthoritics which requires this corporation, 
or any other taxpayer to do its financing in any particular way, so long as 
the way it selects is a legitimate way, and has no ulterior motivation, nor 
improper purpose in making the selection." This court's logiesl reasoning 
appears completely contradictory to that in the previously mentioned Nenours 
Corpe cases In the Nemours case, the court held that it wes unnecessary for 
the taxpayer corporation to aceumlate earnings for aequisitions since prior 
acquisitions had been financed through credit resources, 

There is sonowhat of a contradiction in the regulations concerning the 
reosonableness of accumlation, Only one of these regulations is favorable 
in interpretation for the taxpayer; . 

nereiy’ that wach it has previously earried on but ineudesy, An 

general, any line of business which it may undertake, 

Sees 1.537=2 (4%) states: Investments in properties or aeeurities 

which are unrelated to the activities of the business of the taxe 

SS See: SHCREERE oo eee ee 
The courts have generally followed the reasoning behind the wfavorable regula- 
tion. In the Raymond I, Smithy Inc. case’? when the favorable regulation was 


cited, the taxpayer lost. 


Fivean Engineering Sosy TeCe Memo Docket Nos. 107584 and 109876, July 2l, 198%. 


Southland Industries Incry TsCs Meno Docket Nos 3367, Octs Ty 1946. 
Mgapette Publishing Gor Ve Self, 103 FeSupie 779 (1952). 
7Raynond I» Suiths Inors 292 Fe2d 470 (1961), aff'd 33 TC 1M, 


The interpretation under the 1939 Code was: 

Soe ane lett, ee a ee ot Se 

ity ot Un first} and to aotsbldsh We fact to to astsataotion 

of the Commissioner, it was ordinarily essential that the first 

ae ae 

4s the law is presently interpreted, a business acquired by a corporation 
must be an actively conducted business whether it is operated as « division of 
the taxpayer corporation or whether it is a controlled subsidiary corporations, 
The important factor is that the investment is either related to the texpayer's 
present business, or else it is actively operated by the taxpayer, 

This would indicate that it was possible for a corporation to expand their 
present operations and line of business through retained earnings or any other 
method of financing. Should the corporation alter their line of business 
through expansion, however, retained earnings represents a vulnerable method 
of financing. 

The corporation most likely to be assessed the tax, as indicated previously, 
is the small, closely held companys This forces the small corporation to either 
seek expansion through increased debt or equity financings 4s is well recog 
nized, a firm with an unproven earnings record has difficulty obtaining outside 


73pelaney, QB» Sites pe 405. 
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Thus if « corporstion*s owners are unwilling to dilute their equity, they 
are almost foreed to obtain debt financing or ovoid diversified expansion. 
The potential danger to small business was recognized by a tax practitioner 
who saids 

We are seeing a steady decrease in small and family con- 


trolled corporations, Sooner or later they liquidate or merge 
with publicly owned corporations, This is not a desirable 


situation and is so Congress goes through the 
form of relief for small business 

tions, Yet the tax laws taxes, Seeticn 
531, discrimination in pension and other deferred tion 


plans. 
if not impossible for small and family corporations to survi 
through the years.75 


The accumlated sarnings tox, if strictly construed and enforced, can 
effectively impede the growth of the small corporation. The possible inequity 
of the tax adventages gained through the corporate structure by its shareholders 
should be weighed against the costs of the destruction of the suall corporation. 
The Congress acimowledged the importance of small business saying: 


» sslery restrictions, and other provisicns-«difficult, 
ve 


fortunes. We 
sual, business mee wacatoariiy Daaeuse 20 Se Sueld, but beceuse 
At is « syubol of opoortunity. 


The final result of limiting the possible expansion of small corporations 
through their retained earnings by seans of the acoumileted earnings tax, may 
be to extirpate the small corporations Increased debt financing increases the 
risk of bankruptey and the high mortality rate among new businesses is well 
know, By forcing the emall corporation to merge with larger corporations, in 
order to expand in new fields, the small corporation, nonetheless, loses its 
existence. 


VSotow Agents are Attacking Section 531 Cases: Reporte by Practitioners 
from 14 Districts,* Sb> Shtes De 1. ¥ 


7%u, Soy Congress, House, G2nd Conges 2nd Sessey 1952» Repke 2513) De xve 
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Two of the major underlying thoughts supporting the sccumulated earnings 
tax are that (1) an inequity among taxpayers is created if one taxpayer may 
postpone payment of his personal income tex on his increase in funds by use 
of the corporate structure, and (2) if corporate saving os well as personal 
saving exceed business investuent, a recessionary force is created, These 
views may be challenged. 

Ascording to one authority, from 1947 through 1950, accumuletions of 
now investable funds by spending units were as follows: 


(3) That the top 5% of all spending units with net incomes 
$7500 and ever accounted for more than 55% of the total, 


This author questions whether it is truly in the best interests of the econony 
to discourage investment in small corporations by the mid and upper income 
brackets who are the ones most likely to benefit from the use of the corporate 
structure, It would be interesting, if it were possible to do soy to measure 
the effect on entrepreneurial spirit of the accumulated earnings tax and other 
such taxes distasteful to the small businessman. 

Also, it is the accumlation of idle funds that represents a recessionary 
force on the economy. It should be of no consequence in what fields these 
funds are invested as long as they are gctively invested. Corporations could 
be discouraged from investing in securities in which the company did not 
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actively participate by allowing the dividend credit only if the investment 
represented a majority holding in a subsidiary, or a subsidiary’s holding 
in ite parent's stocks, Thus, only idle accumulated funds would be subject 
to the tax. 

As might. be expected and justified in order to prevent the taxpayer fron 
suddenly remenbering in court that the corporate officials had had plans for 
corporate expansion in mind or some other plans for their retained earnings 
in the tex year in question, the courts generally require that the taxpayer 
produce by the corporate minutes or other evidence that some definite and 
eonerete steps were taken. Proof that engineers or contractors were consulted 
is usually viewed favorably by the courts as indicating conereteness of plans.78 
Sut where plans were not definite the Court said, “it is not enough that a nebue 
lous plen may have passed through the minds of the texpayer’s officers and di+ 
rectors without any definite comsitments."?? in another ease the Court said: 

4n accumulation of earnings for the construction of new build- 

Se ce hn ee 

ting earnings « + « 

it is quite difficult to perceive in advance in many instances what will 
be determined to justify an accumulation of earnings in the business. “A review 
of the decisions shows that most often no one single factor results in an accunu- 
lation being held to be reasonable or unreasonable, Rather, it is the culmina- 
tion of a series of events."5l Not “. . » all competently presented cases 


7renson Baking Gory Inge» ToC Memo Docket Nos 35612, dune 18, 1953. 
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have been won by the taxpayers. Frobably the sost convincing rationale for 
this is thet the trier of fact is not left with the conviction that the reasons 
advanced by the wanagexent . . » at the tricl were in truth and in fuet the 
agtiveting gurvcees of the particuler retention at issue, however good the 
reasons may have been in a general business sense.“ One tox expert laments 
that slthough “sany of the litigated esses were flawed hy such perenmisl secumu- 
lated earnings tax weaknesses «8 stockholder losnt, failure to effectuate plons, 
or vagueness . . » these are the cases which supply the precedents,°°3 

A factor which is perhaps especially irritating te the businessman is the 
fact the Governnent is able to make nore effective use of hindsight than the 
texpayer ise The Govormment dows have to declare the penalty tax within the 
period of the statute of lisitations, but this gives the revenue agent a chance 
te observe the uses actusily sade of retained earnings. Soo corporstions 
would undoubtedly be motivated to curry out their nebulous plans if they resiized 
at the tine that their delay and lack of definiteness wight make then liable for 
the Sec, 531 penalty tax, It hae been seid that, "A revenue agent is often 
gifted with 20-20 hindsight . . .* In certain coses such as the Latehis 
Theatres of Keone, Inces”” the texpayer hes not been a6 effective in utilising 
hindsight, In this esse the Court held that evidence was insufficient te 
support a finding thet funds secusulated in tex years ending dune 30, 1948, 
and 1949, were retained with the intent to uske expenditures in 1950 and 1952. 


B2nawia He Me Belawns “Hew te Present, the 33: Case te the IBS Developing 
Gvidenee to Convince the agent,” Journal of Igxations 1X (ares 1964)y 1360 
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4 major development or growth of the law in the accumulated earnings tax 


area has been in stock redemption plans In the Besloid Company, Ine. ease” 


the taxpayer corporation had borrowed a substantial sux to purchase single 


premium life insuranes against the lives of its two stockholders, The corpora~ 


tion was to purchase the stock of its owmers upon the death of either, The 


basie question involved was whether the indebtedness qualified for the borrowed 


investment. capital credit (under the excess profits tax) and this turned on 


whether the indebtedness was incurred for business reasone, The Tax Court said: 


The benefit to the petitioner of such a transaction appears 
highly remote « « » 


Concluding, as we must from the evidence before usy that 


itself, we sust approve the respondent's determination, 
The Circuit Court reversed the determination of the Tax Court ond gave 
this basis for its judgment: 
The trust was designed to implement that original purpose, 


Petitioner, deeming its sound and harmonious, conceived 
of the trust to insure its continuation « . + 

«+ « the not the is to purchase the 
stock of the difference a contract of 


This was an important case in the stock redemption area, In another case 
related to this somewhat, the outcome was not so satisfactory for the taxpayer. 


Pelton Steel Casting Company®? had three shareholders who held 60%, 20%, and 


Srseloid Companys Inger 189 Fe2d 230 (1952), rev'g 1% TC 1295. 
S7peiton Stee) Capting Cosy 251 F2d 278 (1958), aff'd 28 TC 153. 


20%, of the common stocks Two of the stockholders wished to sell their 
stock-sthe individual owning 60% and one of the individusls owning 20%. The 
corporation accumulated earnings to purchase the stock, The penalty was imposed 
on the tax year ended November 30, 1946, The stock had been redeemed for 
$800,000 om May 31, 19474 The Court held that this was not a corporate business 
purpose. It was emphasized in the judgment that the selling shareholders (of 
80% of the owmership) acquired their entire share of acowmlated earnings as 
capital gains, while the goin to the corporation by avoiding new management 
if the stock had been sold to outsiders was problematical. 

In « cose® which involved both of the prior mentioned cases, the Court 
of Appeals found that the Bmeloid ease was applicable and not the Pelton Steel 
case, In the case involved, which has since become an important ease in its 
own right, a widow had made arrangements to sell her stock and thet of her two 
dsughters to the texpayer corporations Ben Miller died in 1945 and left his 
rights in a partnership with Harold Stratton te his widow and two daughters. 
The business was incorporated in 1947, The widow was a director of the corpora~ 
tion but took no active part in the management. Upon being wmebile to sell her 
stock to outsiders, arrangements wore made for the corporation to purchase the 
stock under some long term loans. 

The Circuit Court reversed the holding of the Tax Court that the reasoning 
of the Pelton Steel esse was applicable, It held that « stock redemption can 
be for a valid corporate purpose. The desire of the widow to sell and the 
desire of Stratton, the other stockholder, to keep the business going was a 
Proper corporate purpose, The Millers and Strattons hed a basie divergence in 
purpose in that the Millers were interested in dividends and the Strattons in 
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Steel Foundries Inc» Ve Comme, 204 F.2d 737 (1960), 


rev'g 1 
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investment of earnings and expansion, The Court sald that the feet that it 
was less costly than financing the venture through dividend income was 
immaterial. 


The Dill Manufacturing Co.9? involved a “i percent redemption, The stock 
of these shareholders, who were inactive in the corporation, wes redeemed to 
leave the three remaining stockholders in complete control. The Court reasoned, 
“The petitioner constituted the life work of its operating officers. They had 
built it and were proud of it. The protection of the egonomie and financial inde} 
pendence of that work was scarcely less warranted as a business purpose than if 
petitioner had been an individual.” 

The Gazette Publishing Cos case” involved the redesption of 20 percent 
of the outstanding stock of a newspaper, The Court held that the redemption 
was justified in that it rrevented the stockholder involved from possibly selling 
his stock to parties adverse to the established editorial policy of the paper. 

Noticeably, in the esses favorable to the taxpayer mentioned here, there 
was involved 50% ownership or less, There appears to be a distinetion at this 


level. 
This seens unduly mechanics) and without a direct relationship 
to the substance of the question involved . . . (A) redemption is 
not undertaken for corporate business would seem to be 


99041), Manufacturing Soop 39 BTA 1023 (1939). 
WMGasetie Publishing Co» ve Self, 103 FeSupps 779 (1952). 


Apeshlor D, Armstrong, “Section 53i--Recent Cases Suggest New Problens,” 
Tanos-aThe Lax Hagatines XXXIX (Novenber, 1961), 857. ' 
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Retained carnings serves three major functions for the corporate enter= 
prise, First, the availability of retained earnings makes the declaration 
of dividends possible, since « distribution of assets te the owmers from any 
other source would be a return of capital, In mony states, the payment of 
dividends from any source except retained earnings, unless it is 2 liquidating 
dividend, is prohibited by state laws 

Secondly, retained earnings serves as a risk buffer for the corporation. 
It ean be used to sbsorb losses so that unless the losses execed the balance 
of the retained earnings, the “trust fund” of the creditors is unimpaired, 
Retained earnings is an increase in the equity base of the corporation and 
thus provides additional protection to the creditors, It may also enable the 
corporation to expend ite debt at a fevorable rate of interest. 

The third function of retsined earnings is to provide a means of expansion, 
Retained earnings can be the basis for the expansion of « corporation's assets 
just as the sale of additional capital stock can, Retained earnings has sajor 
advantages over the sale of en additional issue of stock in that 4t involves 
no expensive brokerage or other such fees and also does not alter the original 
stockholders" percentage owership. 

The small corporation hag difficulty in obtaining both additional capital 
and debt, as has been discussed in earlier sections, ‘The restriction of the 
amount of earnings the small corporation way retain through strict imposition 
of the secumilated earnings tax, ean threaten the long term existence of the 
Smell corporation, Retained earnings would be limited to performing only the 
first function-~making possible the declaration of dividends, Expansion through 
retained earnings must, under the rogulations, be in the same line of business as 
previously pursued by the corporation, regardless of the comparative profitability 
of on investment in that line, The restriction of a corporation's growth certainly 
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increases the risk involved in an investment in its securities, Thus, the 
strict imposition of the accumlated earings tax could obliterate the use- 
fulness of retained earnings in its functions as a risk buffer and a means 
of expansion. 
The retainment of earnings by a corporation should be based on several 
factors: 
(1) The rate of return available on investments of retained earnings 
aS compared with the rate that may be earned on an investzent 
of comparable risk outside the firm, 


(2) The selling costs of now stock issues in conjunction with the 
anticipated expansion needs of the business, 


(3) The established dividend policy of the firm. 

(4%) Contractural obligations and the debt to equity ratio, 
In the small corporation, an additional feetor merits consideration: the 
marginal tax rates of the stockholders. 

the first factor is theoretically sound but practically, it may be difficult 
to determine and may be superseded in importance in the view of the directors ty 
any of the other factors. Because it is usually impossible to cbtein « marginal 
tex applicable to the stockholders in general, directors often feel obliged to 
maintain a constant dividend policy. This enables the individuals purchasing 
the stock to do so with knowledge of what the dividend policy will be, This 4s 
a type of “compromise” employed by directors of large corporations because it is 
impossible te adopt a dividend policy acceptable to stockholders of diverse 
income levels, and thus the individuals purchasing the corporation's stock will 
tend to do so only if that dividend policy is satisfactory in relation to their 
income. 

411 firms that have an unlimited life will in times of a rising price level 
require an expansion of retained earnings to maintain a static productive capacity. 


th 


Depreciation allowances will be inadequate measures of the funds required te 
replaces existing equipzent. Thus on expansion of retained earninces say be 
Gapected as the source of the higher priced assets if additional debt or 
equity finsneing is considered undesirables 

Kost firus desire expansion and the cost of sdditicnal outei¢e financing 
sust be weighed ageinst the cost of retained earnings, This nay prove it desire 
able to expand through internally generated funds or through a combination of 
internsl and external funds, “ increase in the equity bese may =oke it possible 
to odtain favorable teres on debt financing. 

The wansgenent of retained exrnings involves ascertaining the best interests 
of the stockholders and the Sira and constructing « dividend poliey as elesely 
aligned with both as possible, The capable uanagement of retained earnings is 
inextricably related to the effective nanagement of the firn's investments and 
the overall management of the corporation to maximise the welfare of the stock 
holders. 


STEPS TO AVOID THE Tak 


| Theve heve been implied suggestions throughout this paper of steps « 
corporation can take to insure that it is in the best possibile position regarde 
ing the imposition of the sooumlated earnings tary such as the avoidance of 
stockholder leans. 4 roguler dividend policy and the ebsenee of stockholder 
loans are considered important factors in the taxpayer's favor by most courts, 
The inportsnee of upeto<date recoris cannot be overemphasized, These reeords 
indicate whether they are substantial enough to impress « court. For example, 
for a firm contexplating the erection of 2 bulldingy the consultation of an 
architect would lend more credence to the plen than the nore notation in the 
Corporate minutes. The testinony ef witnesses isn*t «s inpressive evidence 
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as records of their thoughts and intentions during the tax year in question. 
Also, some individuals, who were important influences on policy in the tine 
peried concerned in the trial, might not be available to testify at the trial, 

4 possible preventive to the imposition of the accumlated earnings tax 
is to reflect corporate purposes on the financial statements. 


Probably, the main thing that corporate directors should do, is to be alert to 
the possible implications of cortain actione with respect to the accumlated 
earnings tax, and to weigh the relative cost of such actions. In certain eases, 
after calculating the cost of a proposed nove, the corporate directors may find 
it more favorable to risk the imposition of the penalty tax-«but their possible 
liability to minority stockholders must also be a factor of consideration, 


SUMMARY AND CONCLUSIONS 


The acewmlated earnings tax is the legal device used in the attempt to 
make it too expensive tax-wise to accumlate earnings in a corporation that 
is not subject to the high personal holding company tax rates. Barnings 
accumulated have been taxed only by the corporate tax» A possible inequity is 
created between the taxpayer who must pay high personal tax rates, and one who 
through the use of the corporate structure, can withdraw earnings in low tax 
years as dividends, or pay only capital gains or estate tax on the ultimate 
disposition of the stocks 


terry Gy Brown, “Division of Retained Harnings to Reflect Business Needs,” 
Reviews XI (April, 1957), 263. 
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The difference between the corporate income tax rate and the individual 
ineone tex rate will always create a situation in which the corporate form can 
be used to avoid personal income taxes, This is true not only in a small cor+ 
poration, but also in a large one. The accumulated earnings tax, as it is 
now administered, is inequitable to small corporations, 

4m economic justification often cited for the accumulated earnings tax 
is that if business saving and/or personal saving exceed investment, a reces- 
Sionary force is created. The tax discourages business saving, The tax has 
favorable revenue effects for the government, not only through the judgnents 
assessed, but also for the stimulation of increased dividend distribution, 

There are dangers inherent in the accumulated earnings taxes The accumu 
iated earnings tux, as well as several other taxes, substantially reduces the 
attractiveness of investment in small corporations, It would be impossible to 
measure the effect on entrepreneurial spirit these laws have had, but it has 
possibly been substantial. 

By restricting the possible expension through retained earnings of small 
corporations generally to their present line of business, the possible growth 
of these organizations is limited, Debt financings if available, increases 
the risk of bankruptey, Unestablished businesses have a high death rate and 
this increased risk is undesirable. The omers may be unwilling to dilute their 
equity or even if they are willing to accept dilution, outside capital is often 
difficult and expensive for the emall corporation to obtains Retained earnings, 
thus, represents the most feasible means of financing expansion for the small 
business. 

Businesses which use their earnings in active investments whether or not 
these activities are related to their original corporate purposes, should be 
allowed te do so, It is idle funds that create a recessionary force in the 


4? 


economy. The resteietion of the dividend eredit for corporations should be 

effective in helping eliminate the attractiveness of idle investments, This 

would apply to both the large and small corporation, It would seem reasonable 
that the accumulation of idle funds by large corporetions is as undesirable 

for the economy as those of small corporations, Yet, the tax as administered, 
is discriminatory tewards small business, 

The continued growth and expansion by American enterprise in profitable 
areas should be encouraged, Also, businesses should be allowed a reasonable 
surplus as 2 safety factor which was so useful to them in the depression years 
of the 1930's. Businesses, after all, are not guaranteed a profit. 
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The sccumulated earnings tox has been developed over ea long period of 
times There are three reasons generally given in support of this tax. First, 
accumulated earnings are not subject to the individual income tax end thus may 
be realized by the shareholders through the favorable capital gains tax or 
declared as dividends in a year favorable to the taxpayer. This creates an 
inequitable situation in the view of the taxpayer outside of the capital~ 
supplying sector of the economy who is unable to utilise the corporate structure 
as a device for saving and is obliged to pay an immediate individual income tax 
on his inflow of funds. 

Secondly, beesuse the tax system grants en ineentive to retein earnings 
in a corporation, some economists fear that in a period of a rising standard of 
living, the desire of individuals and/or business to save will exeoed the desire 
of business to invest and thus a recessionary force will be created. 

A third reason that may be advanced in support of the accumulated earnings 
tex is that the stockholders rarely have the chance to compare the rate of re+ 
turn earned on investments made from corporate retained earnings with those 
investments of similar risk available outside the business, Thus, this absence 
of a comparison creates the danger that economic resources may not be optimally 
allocated. 

The accumlated earnings tex is not applied to the corporation's surplus, 
but rather to the taxable income of the corporstion after certain adjustments. 
The tex rate is 2746 on the first $100,900 of sccumlated taxable income and 
384% on amounts cbove $100,000, 

The relevance of the acowmleted earnings tax to the corporation is not 
limited to its assesement, but also includes its effects on corporate policy 
from the implied or actual threat of its imposition, 


The aceumlated earnings tax 4s especially inimical te small business 
eorporetions. In most cases, the possible expansion through retained earnings 
of small corporations is Limited to their present line of business. Debt 
financing, if availeble, incresses the risk of bankruptcy. Unestablished 
businesses hove a high death rate and this increased risk is undesirable. 
The owners may be unwilling to dilute their equity or even if they are willing 
to accept dilution, outside capital is often difficult and expensive for the 
small corporation to obtains Retained earnings, thus, represents the most 
feasible weans of financing expansion for the small business, 

Businesses which use their earnings in active investments whether or 
not these activities are related to their original corporate purposes, should 
be allowed to do sos It is Adio funds that create « recessionary force in 
the economy. The restriction of the dividend eredit for corporations should 
be effective in helping eliminate the attractiveness of idle investments, 
This would apply te both the large and small corporation, It would seon 
reasonable that the accumllation of idle funds by large corporations is as 
undesirable for the economy as those of small corporations. Yet, the tax as 
administered, is discriminatory towards small business, 

The interpretation and application of the law is an important factor 
in its effect, farshly administered, it may have the undesirable effect of 
stifling the growth and expansion of small business corporations. Businesses 
are not guaranteed a profit and the rexoval of « major incentive to growth 
and expansion has an isplied danger and warnings 


